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Recent Developments in Federal Reserve Policy 


General Credit Control Must Be Employed as a Means of Checking Inflation. 


by B. H. BECKHART, Professor of Banking, The Graduate School of Business, Columbia University. 


oo developments give emphasis to the fact that the principal domestic problem con- 
fronting our nation is that of inflation. The violation of the 38th parallel led to a buying 
spree on the part of individuals and corporations, resulting in sharp advances in wholesale and 
retail prices. Since May the wholesale price index number has advanced by 9 per cent and now 


stands at the highest point ever attained, 170, 
or 70 percent above the wholesale price index 
for the base year, 1926. Similarly retail prices 
have been advancing, lagging as is their wont 
behind wholesale prices, but nevertheless re- 
flecting substantial advances month by month. 
Although certain prices have recently declined 
from their post Korea peak and business ac- 
tivity itself may sag a bit before being buoyed 
up on expanding rearmament production, the 
basic underlying tidal force in the community 
continues to be inflation. 

The advance in prices resulted from an enormous 
buying power poured into the markets by individuals 
and corporations, making use of their liquid assets, 
drawing further upon their savings and incurring 
a soaring total of debt at commercial banks. Bank 
loans rose in unprecedented volume. About three- 
fourths of the increase, approximating 4 billion dol- 
lars since the end of June, was accounted for by the 
rise in loans to business enterprise; the balance, 
by the rise in consumer and real estate credit. The 
increased use of existing buying power and the rapid 
rise in bank loans have both given great concern 
to Federal Reserve officials. 

The Reserve officials are concerned over these 
developments because inflation has its roots in 
monetary causes and theirs is the responsibility for 
monetary and credit control. In general, the infla- 
tions which we have experienced in this country 
have resulted from Federal Government deficits 
being financed, in small or large part, by commercial 
banks in periods of major conflict and from per- 
sonal, corporate, state and municipal deficits being 
so financed in periods of high level business ac- 


Copyright 1950, by The Tax Foundation 





tivity. Large deficits, public or private, which rely 
upon commercial banks for their financing consti- 
tute the basic cause of inflation. 

In World War II Federal deficits financed by the 
banking system led to a sharp increase in bank 
deposits which today constitute a large proportion 
of the liquid assets of individuals and corporations. 
This expanded buying-power ever threatens to burst 
through the dams of prudence and thrift, as indeed 
it did over the past several months. 

Since the outbreak of the Korean war, the deficits 
financed by commercial banks have been those of 
individuals, business firms and‘state and local gov- 
ernments. The Federal Government, itself, has ex- 
perienced a cash surplus. This situation, however, 
may not continue many months longer and, in 
consequence, it is highly important not only to check 
further increases in bank credit extended to finance 
private deficits but, in fact, to bring about an actual 
decline before Federal deficits once again emerge. 
The action taken to curb further increases in bank 
lending will at the same time tend to check the use 
of the present huge volume of liquid assets and to 
divert it away from the commodity markets and into 
Government securities. 


Further Inflation not Inevitable 


Even despite the large rearmament program, 
further inflation is not inevitable. It can be avoided 
by an appropriate combination of fiscal and mone- 
tary measures. Fiscal measures are the means em- 
ployed to avoid a Federal deficit: comprising a 
sharp reduction in non-defense items, constant 
vigilance to eliminate waste in rearmament ex- 
penditures and possibly further increases in tax 
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rates. Monetary measures are the means employed 
by the Reserve System to check inflationary expan- 
sions of credit and to dissuade holders from spend- 
ing existing deposits and from making use of other 
types of liquid assets. Fiscal and monetary measures 
should be closely interrelated—the one should give 
support to and reinforce the other. 


Overall Direct Controls not Required 


Unless the present period of limited emergency 
evolves into a large scale war, fiscal and monetary 
measures, rather than all-pervasive direct controls, 
will be adequate to combat inflationary pressures. 
Direct controls always carry serious implications 
for a democracy. They involve the complete direc- 
tion of the economy, are relatively inflexible, 
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sumer credit, and real estate credit. The Securi- 
ties Exchange Act of 1934 gave the Board of 
Governors of the Federal Reserve System the power 
to regulate margins on security loans. Margin 
requirements now stand at 50 percent and further 
increases, if these were ordered, would be imposed 
in order to exert a psychological damper on specu- 
lative tendencies. The volume of security loans is 
small and they have played but a negligible role in 
present inflationary trends. 

Contrary to the situation existing with respect 
to security loans, consumer and real estate credit 
have increased sharply and have been important 
causes of postwar inflationary price trends. The 
Defense Production Act of 1950 conferred direct 
powers upon the Board of Governors of the Federal 
Reserve System to control consumer credit. The 
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dampen incentives and increase the difficulties of 
returning to a free market economy in the post- 
emergency period. Even in case of global war, direct 
controls are no substitute for a vigorous use of 
fiscal and monetary controls, which are essential 
in checking the use of and in preventing further 
increases in the money supply. Unless the money 
volume is curtailed, direct controls give rise to 
black markets, cause buying power to be concen- 
trated on luxury goods and non-rationed articles 
and simply serve to postpone inflation. At the present 
time overall direct controls are not warranted. The 
better policy is to place main reliance upon fiscal 
and monetary controls, vigorously applied in every 
sector of the economy. 

The appropriate committees of the Congress and 
the Administration have primary obligation for 
fiscal measures and the Federal Reserve System. 
for monetary measures. The Reserve System, in 
the provisions of the Reserve Act, has been dele- 
gated a clear cut responsibility to check inflationary 
expansions of credit and has announced its readiness 
to make use of all of its powers. The powers at its 
command involve the control of credit on a selective 
and on a general basis. 

Selective credit control involves control over three 
homogeneous sectors of credit—security loans, con- 
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Board’s first regulation issued under the provisions 
of the Act seemed unduly mild, but subsequent 
amendments have tightened the regulation sufficiently 
so that it is already curtailing consumer demand 
for durable goods and is beginning to accomplish 
its twofold purpose of checking the increase in 
credit and of releasing men and materials for re- 
armament. The same Act conferred upon the Presi- 
dent, powers of control over mortgage loans which 
he in turn delegated (insofar as non-insured mort- 
gages are concerned) to the Board of Governors. 
In the exercise of its newly-delegated authority, 
the Board, with the concurrence of the Housing and 
Home Finance Administrator, issued Regulation X, 
which, with companion restrictions issued by other 
agencies, promises to curtail new residential con- 
struction by a substantial percentage, again helping 
to check credit expansion and to release men and 
materials for rearmament. 


Selective credit control is applicable only to 
homogeneous sectors of credit, of which there are 
the three listed above—security loans, consumer 
credit, and real estate credit. Applied vigorously, 
in the fields of consumer and real estate credit, the 
controls can bring about substantial reductions in 
consumer demand for durable goods and housing 
and can lessen inflationary pressures. Selective credit 
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control, however, cannot be applied in the field of 
business loans. Such loans are altogether too diverse, 
too heterogeneous, to lend themselves to control 
by uniform regulations. In consequence, credit con- 
trol of a general, rather than of a selective char- 
acter, must be imposed. 


General Credit Control 


The principal instruments of general credit con- 
trol are open-market operations, changes in member 
bank reserve requirements and the use of the dis- 
count rate. The Reserve System makes use of 
these different powers to reduce the availability 
of credit not in specific credit sectors but rather in 
the whole field of credit. Thus, if the Reserve Sys- 
tem, were to follow a restrictive credit policy, it 
would sell securities, increase member bank reserve 
requirements and raise the Bank rate. With their 
own credit supply reduced, commercial banks would 
be forced to change their lending policies. Some 
loans, which formerly might have been granted, 
would be refused; loan maturities would be short- 
ened; loans would be restricted to the bank’s own 
customers; and borrowers would be expected to 
maintain larger deposit balances. In various and 
sundry ways, the adoption of a general restrictive 
policy by the Reserve System reduces the availability 
of credit and hence reduces the demand for goods 
and services. 

In fact it is the object of credit control, specific 
and general, to reduce demand. Selective controls 
strike mainly at consumer demand for durable goods 
and housing and general credit control at business 
demand for inventories and plant and equipment. 
The resultant decline occurring in private demand 
will tend to offset the rise in Government demand. 
Inflationary pressures will ease. The current huge 
totals of consumer, real estate and business credit 
permit a large decline in private credit, which con- 
ceivably might be great enough to more than offset 
increases in credit resulting from possible Govern- 
ment deficit financing. 

Reliance upon those measures associated with a 
general control of credit means higher rates of 
interest. As credit availability is reduced, interest 
rates rise. It is mainly for this reason that the 
Treasury opposes the use of general credit control. 
Opposition on the part of the Treasury lies at the 
basis of the present controversy between the Treas- 
ury and the Federal Reserve System. 


The Treasury opposes an effective use of general 
credit control and its accompaniment of higher 
interest rates, because it would have to pay higher 
rates on new obligations issued to refinance matur- 


ing debt or to meet new money needs. Budgetary 
expenditures on account of interest costs would 
rise. 

Obviously the Treasury does not state its opposi- 
tion to the use of general credit control in such 
crude terms of pecuniary calculus. It argues that a 
general control of credit is either ineffective or 
unfeasible, maintaining that a slight increase in 
interest rates can have little effect in checking in- 
flation and that large increases are not feasible 
because of the magnitude of the public debt. In 
taking this stand the Treasury apparently fails to 
see that general credit control exerts its effect by 
influencing the availability of credit. Interest rate 
fluctuations are symptomatic of changes in credit 
availability. Even a slight change in the availability 
of credit, accompanied by a small increase in inter- 
est rates, may have a pronounced effect on lending 
policies. 

Should it prove, however, that a slight reduction 
in credit availability does not have the desired effect, 
then our Reserve System should not hesitate to con- 
tinue to restrict credit, even though interest rates 
rise by a substantial amount and long-term Govern- 
ment bonds fall below par. Better it is to have a 
currency at par than bonds at par. Other nations 
have so restricted credit that bonds have fallen far 
below par with no untoward results. This is true, 
for example, in Belgium, Sweden and the United 
Kingdom. The magnitude of her internal debt has 
not prevented Britain from embarking upon the 
credit policy she felt was most appropriate. Surely 
the United States could do no less. 


Divergence between Federal Reserve and Treasury 


Since the end of the war the Federal Reserve 
System desired to move faster along the path of 
credit restriction than the Treasury. Thus as early 
as 1945 the System wished to follow a policy of 
credit restraint that would have caused small but 
frequent increases in short-term rates. In particular, 
it wished to discontinue the preferential rate on 
Government obligations maturing within a year. 
Treasury acquiescence was not forthcoming until 
April, 1946. All through 1946 the Reserve System 
wished to eliminate the wholly artificial rate of 
34 of 1 percent on Treasury bills. Treasury ac- 
quiescence was not forthcoming until July, 1947. 


In these examples and in many others which are 
not cited, the Reserve System was not, of course, 
compelled to wait upon Treasury approval. It did 
so simply as a matter of courtesy. Legally, the Re- 
serve System has complete control of its credit 
policies, discount rates, open-market operations, 
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changes in member bank reserve requirements, etc. 
Legally, its position is impregnable and this state 
of affairs can be altered only by Act of Congress. 
It is highly doubtful, however, that the American 
people would wish Congress to take action to 
emasculate the Reserve System or to make it a 
bureau of the Treasury Department. 


Renewal of inflationary pressures toward the end 
of 1949 and their acceleration in 1950 caused Re- 
serve officials to bring about moderate increases in 
short- and long-term rates. In this attempt to check 
inflation, they hoped to have the friendly under- 
standing and cooperation of the Treasury. When 
the Treasury on August 18, announced the terms 
of the September and October refinancing (a 13- 
month 114 percent note) which was not in accord 
with Federal Reserve policy, the Board of Governors 
announced simultaneously an increase in the Bank 
rate at the New York Reserve Bank from 11% to 154 
percent (an action which was shortly adopted by the 
other Reserve Banks) and the Reserve System be- 
gan bringing about further increases in short-term 
market rates. In order, however, that the new issue 
would not be a complete failure, the Reserve System 
purchased the maturing obligations, which it ex- 
changed for the new securities, and sold, at a higher 
discount, Treasury bills, certificates and notes from 
its own portfolio. Thus the controversy rests for 
the moment until such time as plans are made for the 
refinancing of the debt maturing in December. 


Assertion of independence on the part of the Re- 
serve System is an extremely encouraging develop- 
ment. The Reserve System has the legal responsibility 
for regulating the -upply, availability and cost 
of credit in as objective, impartial and scientific 
fashion as possible. In the present inflationary 
milieu, the Reserve System cannot evade this re- 
sponsibility nor, in discharging it, can the System 
‘pe subservient to the Treasury—the largest debtor 
in the American cconomy. 


Real Basis of Controversy 


The controversy between the Reserve System 
and the Treasury is not, as many have inferred, over 
a difterence of 4% or 14 of 1 percent. It concerns 
a basic fundamental issue—the independence of 
the Reserve System. Established to prevent infla- 
tionary expansions and to check deflationary con- 
tractions of credit, the Reserve System must be able 


to formulate its policies in an independent fashion, 
regardless of the attitudes of public authorities or 
private business which, at times, may be prejudiced 
and narrowly self-centered. 


The issue is not one that can be compromised. 
The Reserve System must itself exercise its delegated 
duties and responsibilities. It cannot redelegate 
these or share them with any other authority. There 
can be but one central bank in the nation. If the 
people of the country become convinced that the 
Reserve System is not exercising its functions in 
the best interests of the nation, Congress can rewrite 
the Reserve Act. Changes should occur only after 
full public discussion and full understanding of 
the implications of the proposed changes. In the 
meantime the Reserve System must continue to 
discharge its functions in accordance with its best 
judgment. The greater the objectivity and inde- 
pendence shown by the Reserve System in the de- 
velopment of policy, the more loyal will be the 
support accorded by the American people. 


Interest Costs on Debt of Minor Significance 


The Treasury has erred in its failure to perceive 
the broader issues involved and to realize that the 
matter of interest costs on the debt is one of sec- 
ondary significance relative to the crucial importance 
of checking inflation. To check inflation by mone- 
tary means, the Federal Reserve System must exer- 
cise not only selective but also general credit control. 
As credit becomes less available, interest rates will 
rise and outstanding Government obligations may 
well fall under par. Such are the inevitable results 
of a policy of credit restriction designed to safeguard 
what remains of the purchasing power of our dollar. 


It is precisely here that understanding and co- 
operation by the Treasury are needed—an under- 
standing of the implications of anti-inflationary 
action and cooperation in adjusting its debt manage- 
ment policies to the aims and objectives of Federal 
Reserve policy. Our Treasury like those of other 
nations must stand ready to float its obligations 
at market rates and, in particular, to issue long- 
term securities at rates that will attract the invest- 
ment funds of the country and dissuade individuals 
from spending their liquid assets. Attempts to main- 
tain rates of interest at artificially low levels requires 
continuous credit expansion and leads to continuous 
inflation. 
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